I N THE UNI TED STATES BANKRUPTCY COURT
FOR THE SOUTHERN DI STRI CT OF | LLINO S

| N RE: I n Proceedi ngs

Under Chapter 7

RAYMOND K. HERW G,
No. BK 85-50007

Debt or .
LEONARD BI SHOP and
JEAN BI SHOP,
Plaintiffs,
V. ADVERSARY NO.

85-0032
RAYMOND K. HERW G,

N N N’ N’ N N N N N N N N’ N’ N

Def endant .
MEMORANDUM AND ORDER

This matter is before the Court on plaintiffs' Conplaint to
Det ermi ne Di schargeability of Debts. On or about Decenber 3, 1981,
pl aintiffs and def endant ent ered i nto an agreenent, pursuant to which
def endant was to build a single fam |y residence for plaintiffs.
Plaintiffs subsequently sued def endant i n state court for breach of
contract and for violations of the Illinois Consumer Fraud and
Decepti ve Busi ness Practices Act ("Illinois Consuner Fraud Act"). In
their state court conplaint, plaintiffs all eged, anong ot her t hi ngs,
that 1) defendant willfully and wantonly constructed the residence in
a defective an unwor kmanl i ke manner, with intent to defraud the
plaintiffs for his own gain; and 2) def endant fraudul ently demanded
payment of plaintiffs for paynment of subcontractors, know ng at t he
ti me that he woul d not pay such subcontractors, withintent to defraud
the plaintiffs. Although defendant, who was not represented by

counsel, filed an answer and



counterclaim and al t hough he recei ved notice of thetrial setting, he
failed to appear the day of thetrial. Plaintiffs' testinmony was
heard, exhibits were submtted, and the state court judge, after
findi ng def endant indefault for failingto appear, entered judgment in
favor of plaintiffs. (There was apparently no avail abl e transcript of
the state court proceedings.) Conpensatory damages in the anount of
$46, 319. 63, as wel I as $100, 000. 00 i n puni ti ve danages, were awar ded.
Def endant's notionto vacate thetrial court order was deni ed on June
24, 1987.

Intheir Conplaint to Determ ne Dischargeability, plaintiffs
al | ege t hat def endant obt ai ned noney t hrough f al se pretenses, fal se
representations and actual fraud, in violation of 11 U S.C
8523(a)(2)(A). Inaddition, plaintiffs allege violations of sections
523(a) (4) and 523(a)(6). Plaintiffs further contend that because t he
state court al ready determ ned t hat def endants actedwithintent to
defraud plaintiffs, the doctrine of coll ateral estoppel precludes
def endant fromattenpting to prove ot herwi se. Defendant cont ends t hat
col | ateral estoppel does not apply to default judgnents, and that in
any event, plaintiffs have failed to prove that defendant's debt is
nondi schar geabl e under section 523.

The initial questionthat this Court nust decide, therefore, is
whet her col | ateral estoppel appliestothe facts of this case. Several
courts have hel d that col |l ateral estoppel is applicablein determning
whet her a particul ar debt is dischargeableif thefollowingcriteria
are net:

1. The issue sought to be precluded nust be t he
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sanme i ssue as that involved inthe prior action;
2. The i ssue nust have been actually |itigated;

3. The issue nust have been determ ned by a
valid and final judgnent; and

4. The determ nati on of the issue nust have been
essential to the final judgnment.

Inre Harris, 49 B.R 135, 137 (Bankr. E.D. Ws. 1985). See also, In

re Levinson, 58 B.R. 831, 835 (Bankr. N.D. Ill. 1986); United States

Title Co. v. Dohm 19 B.R 134, 137 (Bankr. N.D. 1l1. 1982). The very

specific questioninthis case, however, is whether coll ateral estoppel
applies to default judgnents.

The prevailing viewis that a default judgnment has no col | at eral
est oppel effect sincethe rel evant i ssues were not actually litigated.

See, e.q., Gip-Pak, Inc. v. Illinois Tool Wrks, Inc., 694 F. 2d 466,

469 (7th Gr. 1982); Matter of McM 1l an, 579 F. 2d 289, 293 (3rd Cir.

1978); Inre Capparelli, 33 B.R 360 (Bankr. S.D. NY. 1983); Matter of

Brink, 27 B.R 377 (Bankr. WD. Ws. 1983); Inre McKenna, 4 B. R 160
(Bankr. N.D. Ill. 1980). However, the present case does not i nvol ve
t he typi cal default case where the defendant fails to answer or appear,
and j udgnent is thenenteredin favor of plaintiff. Here, defendant
didfile an answer and counterclaim but failedto appear for trial.
Furthernore, judgnent was entered only after evidence was heard and
considered. As noted by Wight and Ml er:

The probl emof issue preclusion after a one-sided

trial also arises after a def endant answers on

the nerits andthen fails to appear for trial or

to of fer evidence on particul ar issues. It is

not unconmon for | awers to descri be such events

| oosely as defaults. Conceptually, however,
trial isrequiredto prove any matters that have
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not been admttedin the pleadings. 1t is

fa
f_romcl ear that i ssue orc_ecl usi on shoul d be deni d
sinply because theresulting trial was on S|ded

Wight & MIler, Federal Practice and Procedure, 84442 (enphasis
added). The Court finds that under the circunstances of this case, all
el enents of col | ateral estoppel have been sati sfied, and t hat def endant
istherefore precluded fromlitigatingthose issues al ready determ ned
by the state court.

The Court rmust now deci de whet her pl ai ntiffs have establ i shed t hat
def endant’' s debt i s nondi schargeabl e under secti ons 523(a) (2) (A,
523(a) (4) and/or 523(a)(6). Indecidingthisissue, the Court accepts,
under the doctrine of coll ateral estoppel, those findings al ready nade
by the state court. The parties al so presented additional testinony
with regard to the dischargeability question, and the Court has
consi dered that evidence.

Section 523 provides, in pertinent part, as follows:

(a) A discharge under section 727, 1141,

1228(a), 1228(b), or 1328(b) of thistitle does
not di scharge an individual debtor from any

debt . ..
(2) for noney, property, services, or an
ext ension, renewal, or refinancing of
credit, to the extent obtained by -
(A) falsepretenses, afalserepre-
sentation, or actual fraud...
(4) for fraud or defal cation whilaeting
ina fiduciary capacity, enbez- zl erent, or
| arceny. ..

(6) for willful and malicious injury by
t he debtor or another entity or to the
property of another entity...

11 U. S. C. 88523(a)(2)(A), (4) and (6). To succeedin an action under
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section 523(a)(2)(A), plaintiffs nust establishthat 1) debtor nade a
representation, 2) debtor knewthe representati on was fal se, 3) it was
made with the intent to deceive, 4) plaintiffs relied on the
representation, and 5) plaintiffs sufferedaloss as aresult of the

representation. lnre Saunders, 37 B.R 766, 768 (Bankr. N.D. Chio

1984). See also, Inre Hamm |, 61 B.R 555, 556 (Bankr. E.D. Pa.

1986). Theterm"fal se pretense” in Section 523(a)(2)(A) "generally

denotes a mi srepresentation inplied fromthe purposeful conduct

creating afalseinpression.”™ Matter of Garthe, 58 B.R 62, 64 (Bankr.
MD. Fla. 1986); Inre Brooks, 4 B.R 237, 238 (Bankr. S.D. Fla. 1980).

Additionally, "[t]he fraud included inthis sectionisthetype of
fraud whi ch, infact, invol ves noral turpitude or intentional wong and
fraud inpliedinlawwhich nay exist wi thout inputation of bad faith or

inmmorality isinsufficient.” Matter of Fordyce, 56 B.R 102, 104

(Bankr. M D. Fla. 1985). Likew se, for purposes of section 523(a)(4),
"enbezzl ement” is "the fraudul ent appropriation of property by a person
t o whomsuch property has been entrusted...and it requires fraudin
fact, involving noral turpitude or intentional wong, rather than

i npliedor constructivefraud."” United States Title Cov. Dohm 19

B.R at 138.
The state court found that plaintiffs had proved a vi ol ati on of

the lllinois Consuner Fraud Act.?! Specifically, the court found that:

'Par agr aph 262 of that Act provides, inrelevant part, as fol | ows:
Unfair methods of conpetition and unfair or
decepti ve practices, including but not limtedto
t he use or enpl oynment of any deception, fraud
fal se pretense, fal se prom se, msrep-resentation
or the conceal nent, suppressi on or om Ssi on of
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a. The defendant intentionally planned to

avoid inspections and deliberately
perfornmed sub-standard work and vi ol at ed
bui I di ng codes for personal gain.

b. The def endant charged plaintiffs for work
he did not performand for materials he

did not supply, including electrical
outlets, paint, driveway rock and dry-
wal | .

c. The defendant lied to the plaintiffs
about having paid subcontractors and
caused them to suffer injury to their
reputati on because of unpaid subs and to
becone | i abl e for ajudgnment based upon a
l'ien.

d. The def endant, on at | east one occasi on,
i nduced the plaintiffs to pay hi mnoney
for the express purpose of paying a
supplier, and then converted nuch of theney
to his person[al] benefit.
The court further held that "t he def endant fraudul ently hel d hinsel f
out as bei ng capable to building a single fam |y residence for the
plaintiffs, knowi ng t hat he was not capabl e of doi ng so," and t hat
plaintiffs "[had] proved their cause of action for actual, willful, and

intentional fraud..."

These findings clearly establish that defendant used fal se

any material fact, wwthintent that othersrely
upon t he conceal nent, sup-pression or om Ssi on of
such material fact... are hereby declared
unl awf ul whet her any person has in fact been
m sl ed, deceived or damaged thereby.

I1l.Rev.Stat., ch. 121 1/2, para. 262.

One case has noted that "[w] hile violationof thelllinois Consuner
Fraud and Decepti ve Busi ness Act i s not the sanme as t he comm ssi on of
common |awfraud, it is considered a fraudulent act." Barr Co. v.
Safeco Ins. Co. of Anmerica, 583 F.Supp. 248, 258 (N.D. IIl. 1984).
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pretenses and nmade fal se representations, that he did sowith the
intent to deceive, that plaintiffsreliedon suchrepresentations, and
that they wereinjured as aresult thereof. These findings further
denonstrate t hat def endant obt ai ned noney fromplaintiffs through
actual fraud as defined by case lawinterpreting section 523. The
addi tional testinony presented by defendant fails to establish
ot herw se.

The plaintiffs previously agreed to reduce t he anount of damages
to $18,437.12. Accordingly, for the reasons stated above, the Court
finds that defendant's debt to plaintiffsis nondi schargeabl e, under

sections 523(a)(2)(A) and 523(a)(2)(4), to the extent of $18,437.12.

/sl Kenneth J. Meyers
U. S. BANKRUPTCY JUDGE

ENTERED: Sept enber 21, 1987




